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SURREBUTTAL REHEARING TESTIMONY AND EXHIBITS OF

DANIEL F. SULLIVAN

ON BEHALF OF

THE SOUTH CAROLINA OFFICE OF REGULATORY STAFF

DOCKET NO. 2017-292-WS

IN RE: APPLICATION OF CAROLINA WATER SERVICE,

INCORPORATED FOR APPROVAL OF AN INCREASE IN ITS

RATES FOR WATER AND SEWER SERVICES

10 Q. PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND

11 OCCUPATION.

12 A. My name is Daniel F. Sullivan. My business address is 1401 Main Street,

13 Suite 900, Columbia, South Carolina, 29201. 1 am employed by the South Carolina

14 Office of Regulatory Staff'"ORS") in the Audit Department as the Deputy

15 Director.

16 Q. ARE YOU THE SAME DANIEL SULLIVAN WHO PRESENTED DIRECT

17 REHEARING TESTIMONY IN THIS DOCKET?

18 A. Yes. I pre-filed direct rehearing testimony in this docket on August 16,

19 2018.

20 Q. WHAT IS THE PURPOSE OF YOUR SURREBUTTAL REHEARING

21 TESTIMONY?

22 A. The purpose ofmy surrebuttal rehearing testimony is to address the rehearing

23 rebuttal testimony of Michael Cartin filed on behalfof Carolina Water Service, inc.

THE OFFICE OF RECULATORY STAFF
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1 ("CWS" or "Company") and to provide additional support for the use of pro forms

2 adjustments such as normalization adjustments.

3 Q. SHOULD PRO FORMA ADJUSTMENTS BE MADE TO TEST YEAR

4 DATA FOR RATE CASES?

5 A. Yes. According to the rehearing rebuttal testimony of Company witness

6 Michael Cartin on page 1 of 7, line 13, the rate case should be based on the test

7 year. This contradicts the application filed by the Company, as the Company made

8 multiple pro forma adjustments to adjust test year data to reflect the level of

9 expenses expected to occur in the future, and to include plant additions subsequent

10 to the test year. Examples of the adjustments proposed by the Company to adjust

11 test year data include the adjustment to annualize salaries & wages, the adjustment

12 to purchased water and sewer to reflect a going forward expense level, and the

13 adjustments to expenses for the removal of the 1-20 sewer treatment plant. These

14 pro forma adjustments were made by the Company to annualize or adjust expenses

15 to a going forward expense level and they either increased or decreased test year

16 expense data. ORS reviewed these pro forma adjustments and agreed with their

17 propriety. ORS determined the need to propose an adjustment to normalize sludge

18 hauling expense, and calculated its adjustment, based on the process described in

19 my rehearing direct testimony.

20 Q. WHY ARE PRO FORMA ADJUSTMENTS NECESSARY AND WHAT ARE

21 STANDARD PRO FORMA ADJUSTMENTS MADE TO TEST YEAR

22 DATA?

THE OFFICE OF REGULATORY STAFF
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1 A. Pro forms adjustments to annualize or normalize revenues, expenses and

2 rate base items are critical in determining the revenues necessary to cover the cost

3 of service and provide a reasonable return to the Company. Surrebuttal Rehearing

4 Audit Exhibit DFS-I is an excerpt &om Accounting for Public Utilities'hat

5 specifically addresses the types ofpro forms adjustments ORS implements and are

6 appropriate to adjust test year data. They are as follows:

7 ~ Normalizing adjustments (to restate the period data for abnormal

conditions);

9 ~ Annualizing adjustments (to extend over the period, or to eliminate from

10

12

13

the period, events that had partial period effects and are either recurring or

have terminated);

~ Out-of-period adjustments (to assign properly events of the period to the

period);

14 ~ Attritional adjustments (to recognize changing conditions, including

15

16

17

18

annualizing of conditions, updating of conditions, or adjusting for any

known and measurable changes in events or conditions that will affect

future cost or revenue levels); or

~ Reclassified items (to add or remove items for purposes of rate recovery).

19 Q. DID THE COMPANY PROPOSE TO ADJUST CONTRACT OPERATIONS

20 FOR THE FRIARSGATE WASTEWATER TREATMENT PLANT AS

'obert L. Habne ttk Gre o E. Aliff, Accountin or Public Utilities, 7.05 2017 .
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1 PART OF ITS APPLICATION, DURING THE ORS AUDIT OR AT THE

2 MERITS HEARING IN APRIL?

3 A. No. The Company did not propose an adjustment to adjust for contract

4 operations at its Friarsgate wastewater treatment plant in its application, during the

5 ORS audit, or at the merits hearing on April 3-4, 2018.

6 Q. DID YOU PREPARE ANY OTHER EXHIBITS AS PART OF YOUR

7 SURREBUTTAL REHEARING TESTIMONY?

8 A. Yes. I prepared Surrebuttal Rehearing Audit Exhibit DFS-2 and Surrebutal

9 Rehearing Audit Exhibit DFS-3 to update the equalization basin adjustment, as

10 discussed in the surrebuttal rehearing testimony of ORS witness Dawn M. Hipp, as

11 well as all fall out adjustments and the ORS pmposed rehearing decrease.

12 Q. WHAT WOULD BE THE EFFECT ON THE COMPANY'S REVENUES IF

13 THE PSC WERE TO ACCEPT ORS'S PROPOSED ADJUSTMENTS

14 UPDATED THROUGH SURREBUTTAL TESTIMONY?

15 A. Surrebuttal Rehearing Audit Exhibit DFS-2 shows the result of ORS's

16 updated proposed adjustments based on the PSC approved return on equity of 10.5%

17 would be a net reduction to revenues for the Company of $ 116,185.

18 Q. DOES THIS CONCLUDE YOUR REHEARING TESTIMONY?

19 A. Yes.

THE OFFICE OF REGULATORY STAFF
1401 Main Street, Suite 900

Columbia, SC 29201
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ACCOUNTING FOR PUBLIC
UTILITIES
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DFEOIITE ai TOUCHE LLF
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5 7.05 Pro Forms Adjustments to the Test Year Data
Under changing conditions, especially in an expanding system, the use of a test year,

other than one based on fully forecasted data, will cmate a critical need for pro forms
adjustments. Even in stable conditions, historical data will likely require restatement
for actual occunences not expected to recur or for events that are expected to occur but
did not exist (in whole or in part) in the test year. Further, there may be events that did
occur and are expected to continue but the related costs are not deemed the customers'eSPonaibilit.The pro forms adjustments that are nOrmally utilized fit into one of the
following categories:

(l) normalizing adjustments (to restate the period data for abnormal conditions);
(2) annualizing adjustments (to extend over the period, or to eliminate from the

period, events that had partial period effects and are either recurring or have
terminated);

(3) out-of-period adjustments (to assign properly events of the period to the
period);

(4) attritional adjustments (to recognize changing conditions, including annual-
izing of conditions. updating of conditions, or adjustiag for any known and
measurable changes in events or conditions that will afFect future cost or
revenue levels); or
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7-7 'fEST PERIOD COST OF SERVICE g 7.05

(5) reclassified items (to add or remove items for purposes of rate recovery).
Nonnnlizarion ndjusrmenrs are usually made to revenues or to expenses to offset for

unusual operating events leading to these adjustments. Events that lead to normaliza-
tion adjustments tend to have an extraordinary and non-recumng impact on operations.
For example—

(I) Extreme weather conditions can create abnormal levels of sales and/or costs
during the period:

(2) Normal levels of operations may be delayed or may be accelerated during the
period; or

(3) Extended plant outages may create unusual costs.
Such events, when of an abnormal or nonrecumng nature, require adjusting the test
year to a normal, ongoing level of operation.

One consideration in identifying extraordinary and nonrecumng events that justify
normalizing adjustments is whether the event actually has an extraordinary and
nonrecurring impact on operations. Many events, if viewed in isolation, might be
considemd extraordinary or nonrecurring, but if viewed from an overall operating
perspective, might be a part of the routine cost of doing business. For example, a car
owner may have an unexpected and costly generator failure at one point in the car's
lifetime. A battery failure may, however, occur at some other time, or a starter failure
may occur, and so on. Any one of these failures may be a one-time, nonrecumng event,
but a different one may occur each year. Any one of the specific problems may be
nonrecurring but will be replaced by other problems, and the annual cost of operating
the car may therefore be normal. It is in this context that the normalizing adjustments
should be considered.

Annualizing ndjusrinenrs mcognize that some conditions existing during segments
of tbe period are ongoing and must be spread over the entire period. One conunon
annualizing adjustment is for wage increases that occur during the test year. Since
wage costs will be greater on an ongoing basis than as recorded. the adjustment is
necessary to improve the prospective status of the test year data. The key ingredient
in the annualizing adjustment considerations is the changing level of costs (or
revenues) for the same level of operations. If the change expands or reduces
operations, the investmenViuvenue/cost relationships may all change equally and an
adjustment may not be needed. For example, a growing system will be adding new
investment, new employees, and new sales. The changes related to Ipowth may not
require annualization to maintain the interrelationships between investment levels,
revenues, and costs.

Our-ofpenod adj Iisrnrenrs are required when an event is recorded in one period but
applies to another period. One common out-of-period adjustment is income tax
expense which may include prior period tax assessments or rebates from prior periods.
When using recorded test year income taxes, any out-of-period amounts in the tax
expense accounts should be eliminated.

Anrirional ndj usiments restate conditions as recorded during the test year to levels
that may be reasonably anticipated for test period purposes (i.e., representative of
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g 7.05 ACCOUNTING FOR PUBLIC UTILITIES

future conditions). Since this category of pro forms adjustments includes any restating
of conditions from those recorded to those anticipated. it could include most, probably
all, of the annualization adjustments aheady discussed above. In addition, and
sometimes most significantly, this category includes those events that will occur but
have not been included in the typical pro forms adjustments to the test year data. The
general role of attritional adjustments are of such import that the subject is discussed
in detail in Chapter 8.

Attritional adjustments aie most limited by the "known and measurable" standard.
Many commissions have permitted adjustments for conditions that come into being
subsequent to the test year, but only when they are known with an almost absolute
finality and measurable by some explicit test year activity. A good example is the
contractual obligation for post-test-year wage adjustments. The problem inherent in
the explicit selection of adjustments is that many areas of change that could be
identified and measured as to their impact am ignored. For example, inflationaiy
conditions will result in higher costs for materials and supplies used in operations, but
such changes often are not considered to be known and measurable.

The idea of a known change in the ratemaking framework should not be that the
change is in an absolute or unchangeable form, but rather that there is a known
condition or a known pattern of change in the operations. While the term "known
change" may suggest something in the past, it is generally not so limited by regulators.
For example, the rationale for allowing adjustments for prospective wage increases
which are under a contractual arrangement is that contractual agreements have a high
probability of occumng. The existence of inflation and its impact on a company's
various operating costs has just as high a degree of probability as has the wage
agreement. In basic character, no difference exists. Regulators "know" that the wages
will be increased. They should "know" that various noncontractual amas of costs
incurred by the utility will also increase. There is no reason to believe that wage
contracts will not be fulfilled, and similarly there may be no reason to believe that
irdlation patterns are going to change significantly in the time frame used for setting
rates. The "known" quality applies equally to activities with contracted price
adjustments and those activities faced with general price changes.

ln addition, the measurable aspects of most areas of costs are quite similar. The
impact of past or prospective wage increases is measured in the test year and adjusted
accordingly. Also, various other costs in the test year we adjusted for the impact of the
changes that are occurring.

There is a strong similarity between adjusting for the traditional items which are
prominent and easily isolated and a variety ofother items which are less proininent and
less easily isolated, but which have equally adverse effects. Many of the costs that are
often excluded from the pro forma adjustments fit properly into the known and
measurable criterion.

ReclusSIfied items generally concern activities that are included in operating
accounts under the uniform systems of accounts directives but are disallowed for
purposes of fixing rates on the premise that the costs do not benefit ratepayers. The
most common adjustments include the disallowance of various advertising costs,

IRCI. IC IICNU CCI OICI
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7-9 tv'caroo Cost or Ssavtcs

charitabl contributions, and company involvement in civic affairs, which. although
designated as operating expenses, are frequently assessed against the equity holders
rather than the ratepayers through reclassigcation adjusnnents. Some jurisdictionshave also disallowed expenses associated with various forms of executive compensa-
tion through reclassification adjustments.
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